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It is well to keep working at current budget items that spell municipal extravagance, but it is 
equally important to keep the long-range tax dollar within bounds. Here is a municipal finance 
formula from which to make a start—cash basis budgeting, credit facilities for the deflationary 
years, state-wide standards of sound fiscal policy and state supervision of unsound municipalities. 


TT are two conditions that are relatively new in the 
field of public finance: 
The first is magnitude— 

Never before have we faced bigness in the 
sense of many billions in revenue, many billions 
in expenditures, and hundreds of billions in pub- 
lic credit. 

The second is interdependence— 

There is a new axiom in government: No 
person, no corporation, no community can ever 
again live to itself alone. 

There are those who regret these conditions, and would 
gladly see them restrained or even abolished. It is not 
the purpose to debate the issues here. But the fact remains 
that both a new magnitude and a new interdependence 
are with us. They seem, indeed, to be an integral and 
indispensable part of the industrialized society, and they 
have every earmark of permanence. They are engrossed in 
our thinking and in our laws, and any effort designed to 
protect the taxpayer’s dollar, must be influenced by them. 

Within these conditions new relationships are being 
swiftly and constantly developed. In 1914 expenditures by 
local governments accounted for more than 60 per cent 
of total public expenditures. In 1944, expenditures by local 
governments accounted for less than 5 per cent of the 
total. During the war years (1940-1945), federal expendi- 
tures increased eleven-fold—from $9 billion to $95 billion 
in 1944 and $98 billion in 1945. Over four years (1440- 
1944) state expenditures showed a slight decrease (from 
$3.61 billion to $3.59 billion) and local expenditures fell 





off 19 per cent (from $5.6 billion to $4.6 billion). 
These ratios are still in a state of flux. Federal govern- 
ment costs have declined 40 per cent from the 1944 war 
level, but estimates indicate that they will account for 
about three-quarters of total public expenditures in 1947, 
and state and local governments (with sharp increases 
since 1944) will account for the remaining quarter. 

These relationships are significant. Among other things, 
they have deflected citizen attention from the states to 
the federal government. Magnitude—both in dollar vol- 
ume and ratio of expenditures—has been an important 
factor in citizen interest. It seems an easy decision—almost 
an open-and-shut case. If taxpayer “relief” is to be ob- 
tained, why not start with the $40 billion federal expendi- 
ture program, rather than with $5 billion of state expendi- 
tures? Why not concentrate on the federal government's 
three quarters rather than upon the state and local govern- 
ment’s one quarter? The assumption is that where more 
money is being spent these-is more money to be saved; 
and there is an addéd,feature@ato tilt with billions in a 
national forum is wart any man’s time or talents. 

But while exorcidigg the ‘waw devil in Washington, it is 
merely prudent to 3% that he/@oesn’t seek sanctuary in 
our own home towns. States are éagerly awaiting federal 
tax reductions. They anticipita."‘roll back” on their own 
taxpayers; and even municipalities and school districts 
hope to become indirect beneficiaries through shared taxes 
or grants-in-aid. Recent estimates by the United States 
Bureau of the Census indicate that state tax collections 
exclusive of unemployment compensation taxes increased 
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by 41 per cent from $4.1 billion in 1944 to $5.8 billion 
in 1947. However successful efforts at the federal level 
may be, it is well to remember that the ultimate issue of 
tax “‘savings’” may be decided in the state capital and in 
the local community. 

And there is another angle of particular interest to 
businessmen. Taxes are cost items. An increase of 10 per 
cent in business taxes in an industrial state, coincident 
with a decrease of 10 per cent in a competing state, may 
work a far greater hardship on the competitive positions of 
the business involved, than a uniform increase in taxes at 
the federal level. The same conditions are true in intrastate 
relations. A badly administered property tax may have the 
most damaging competitive implications within a given tax 
jurisdiction; and where a state depends heavily upon prop- 
erty for its revenues with little or no diversity in its tax 
structure, a favorable business position varies inversely 
with the ownership of real and personal property and the 
extent of its assessment. A federal tax, no matter how 
heavy, at least has the merit of uniform treatment. 


There is no royal road to tax relief that fails to recog- 
nize the interdependence of federal and state tax structures. 
Bigness can be an attractive but deceiving factor. It is true 
that excessive federal taxes can do enormous damage to 
the productive capacities of the states and nation. They 
can dry up free capital, endanger corporate surpluses, de- 
stroy business incentive and blot out capital earnings. But 
excessive state and local taxes can do these things also; 
and in addition, offer a greater threat to fair business com- 
petition than their federal counterparts. Both systems— 
state and federal—are peculiarly sensitive to each other. 
The states are forever ready to “take up the slack.’ The 
federal government is obligated to bail them out of their 
deficiencies. Unless precautions are taken, the next defla- 
tionary period will again wreck local finance and the 
ominous cycle will start again at the federal level—borrow 
borrow, spend spend, lend lend, give give and tax tax. 

* * * 

There is another fact to be remembered: The problems 
of local finance are basically unlike those of federal finance. 
Local finance is directed largely toward local service re- 
quirements—requirements which are for the most part 
relatively inflexible. The major support for local govern- 
ment is the general property tax, and it must meet its 
principal obligations from such taxes or it must borrow in 
the general credit market upon terms at rates over which 
it has no control. Federal finance, however, is directed only 
in part toward service requirements and in part toward 
great social and economic responsibilities. Its revenues are 
derived principally from corporate and individual income 
taxes; but a large part of its financing is through the use 
of credit and the control of monetary policy. 


Public operating revenue from the state and municipal 
standpoint is relatively a simple concept—taxes. Public 
revenue from the federal standpoint is a much more com- 


plex concept—there are taxes, about $40 billion a year at 
present, but there are also controls over bank reserve ratios, 
discount rates and open market operations, revaluations of 
the gold content of the dollar, and the manipulation of 
currency volume. A state or municipal budget can be 
“balanced” in the sense that anticipated revenues and 
planned expenditures can be reconciled; but a balanced 
federal budget has implications that extend beyond this 
type of reconciliation. 
* * * 

Magnitude in public finance has greatly troubled our 
minds. We have not, however, yet become fully aware that 
it has modified the old rules and that ‘“‘controls’’ demand 
new thinking and new methods. 

Interdependence has brought to focus the concept of 
federal-state-local finance; and it has placed an immediate 
responsibility upon the states and their municipalities. At 
any cost, muncipal finance must remain sound if municipal- 
ities are to play an effective part in economic stability and 
full employment programs. Only on this basis can federal, 
state and local governments share the demands of defla- 
tionary periods—which are certain to come. 

How can this be done? 

First, every state legislature should place its 
municipalities on a “cash basts.” This means that 
local budgets should always include an item for 
uncollected taxes. This item should be of suffi- 
cient amount to offset that portion of taxes as- 
sessed which experience indicates will not be 
collected. 

This is a comparatively simple device. Applied upon an 
annual basis, it requires that each municipality anticipate 
the collection of its general property tax levy according to 
the collection ratio actually realized during the preceding 
year. The general property tax would then contain an 
“overlay” equal to that portion of the new assessment 
which experience indicates will not be collected during the 
year in which it is due. This tax overlay—called a “reserve 
for uncollected taxes’—becomes an appropriation in the 
current budget, but it is an appropriation which does not 
have to be paid in cash. 

For example, assume that a municipality contemplates 
spending $60,000 of property tax revenue and that it col- 
lected 80 per cent of its current taxes during the preceding 
year. It must, therefore, anticipate current tax collections 
of 80 per cent and establish a “‘reserve for uncollected 
taxes” equal to 20 per cent of the taxes assessed. The 
municipality would thus assess $75,000 in taxes expecting 
to collect $60,000 currently: 


$60,000 80 per cent 


Cash requirements 
15,000 20 per cent 


Reserve for uncollected taxes 


Total taxes assessed $75,000 100 per cent 


The “reserve for uncollected taxes,” however, may not 
necessarily represent any net increase in tax requirements. 
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It may be “offset,” in whole or in part, by revenue from 
delinquent taxes, The “‘reserve’” in each annual budget 
provides current tax revenues which, when added to reve- 
nues from other sources, will provide funds sufficient to 
meet all current expenditure requirements. This means that 
there is no prior claim upon collections from delinquent 
taxes, and that revenues derived from this source are avail- 
able for current expenditures. The “‘offset’’ for delinquent 
taxes can be anticipated in the budget according to actual 
experience during the preceding year or years, in the same 
way in which current tax collections are anticipated. 


For example, assume, as above, that a municipality con- 
templates spending $60,000 of property tax revenue, and 
that it collected 80 per cent of its current taxes during the 
preceding year. Assume also that the municipality had an 
accumulation of delinquent taxes and past experience indi- 
cates that it will collect $12,000 of them during the cur- 
rent year. The municipality would then require $48,000 of 
cash from current tax collections ($60,000-$12,000). Ap- 
plication of the 80 per cent collection ratio would require 
a ‘reserve for uncollected taxes’ totaling $12,000. The 
‘reserve’ would be offset by revenues from delinquent 
taxes and the municipality would assess $60,000 in taxes 
expecting to collect $48,000 currently. 


Cash requirements $60,000 
Anticipated collections of 
delinquent taxes 12,000 





Cash requirements from cur- 
rent taxes $48,000 80 per cent 
Reserve for uncollected taxes 12,000 20 per cent 


$60,000 100 per cent 





Total taxes assessed 


Thus the net influence of the tax overlay (‘‘reserve for 
uncollected taxes’) upon the total tax levy under a cash 
basis budget, represents the difference between the “‘re- 
serve” and the anticipated collections of delinquent taxes. 

Experience with cash basis budgeting in New Jersey in- 
dicated that in 1944 the aggregate ‘‘reserve for uncollected 
taxes”’ for all municipalities amounted to $34 million and 
anticipated collections of delinquent taxes amounted to $21 
million. The net amount of taxes levied in 1944 on ac- 
count of the tax overlay totaled $13 million ($34 million 
—$21 million=$13 million) or 5 per cent of all general 
property taxes levied ($257 million) in that year. About 
one-half of this total ($13 million) served to cover 1944 
taxes (2.67 per cent) which were cancelled or abated and 
the remainder represented a ‘bad debt” reserve account. 


Cash deficits can occur under a cash basis budget when- 
ever revenue receipts amount to less than anticipated reve- 
nues or when expenditures exceed the budgeted amount. 
However, when such cash deficits occur they must be in- 
cluded as an appropriation in the budget for the following 
year. This provision protects the cash basis budget against 
accumulated current or “floating” debts. 


Cash surpluses will occur whenever revenue receipts 
exceed anticipated revenues or when expenditures amount 
to less than the budget. While cash surpluses realized under 
a cash basis budget may be used as revenue in the budget 
for the following year, it is not necessary that they be 
used in this way. Municipalities might use their cash sur- 
pluses to retire capital debts or they can accumulate them 
against the day when revenue falls off or when large capi- 
tal outlays will be necessary. In the four years ending with 
1944, New Jersey municipalities realized surpluses totaling 
$83 million of which $53 million were used and $30 mil- 
lion remained unused at the end of 1944, 

During the first years under cash basis budgeting, budget 
requirements may be increased, This is because the budgets 
will include an amount to cover the ‘‘reserve for uncollected 
taxes,” at a time when revenues from delinquent taxes 
may be offset by the required payment of past deficits and 
not in effect available as a counter charge to the ‘‘reserve.” 
Such a situation can be avoided by installing cash basis 
budgets at a time when there are surpluses available from 
such sources as tax windfalls, improved tax collections, or 
increased state aid. Some municipalities have begun cash 
basis budgeting in installments by accumulating the full 
amount of the “reserve for uncollected taxes” over a period 
of years; while others have found it advantageous to bor- 
row all or part of the first ‘‘reserve.” 

* * * 


Second, to consider the establishment of a 
Credit Authority, either publicly or privately 
operated, to provide “operating credits’ to local 
governments in years when tax collections are 
low. This means that local budgets and local tax 
rates would be protected against fluctuations in 
the business cycle, and in times of stress would 
permit municipalities to borrow for current oper- 
ations up to the full amount of their anticipated 
revenues. 

Cash basis budgeting is a strong safeguard against care- 
less fiscal practices but can give only limited protection 
against violent fluctuations in the business cycle. Indeed, in 
depression years the ‘‘reserve for uncollected taxes’’ adds a 
strong deflationary influence by requiring the assessment of 
more tax dollars when dollars are increasingly hard to ob- 
tain, and when borrowing on the open market is beyond the 
reach of many municipalities. It is to obtain this ‘‘cyclical 
balance’’ that a credit authority is suggested. It could be 
a public authority, a private agency, or a combination of 
both. It would work in this way: In the years when tax 
collections fall below a predetermined ratio, municipalities 
would be allowed to borrow the amount of the deficiency. 
In years when total taxes collected exceeded anticipated tax 
receipts, the excess would be applied towards repayment 
of past loans. The capital for such a program could be 
supplied in various ways (subject to constitutional provi- 
sions and available investment sources) ; but assuming (in 
the case of a public authority) that capitalization were from 
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the proceeds of bond sales, loans would be made at rates 
of interest sufficient to repay the state’s carrying charges— 
but probably far less than the municipality would have to 
pay on the open bond market. 


There are numerous modifications that such a program 
suggests. Rather than anticipating tax collections under 
cash basis budgeting on the experience of the preceding 
year, such anticipations might be based on a number of 
years coinciding roughly with a complete business cycle. 
This would mean that in the prosperous years the “re- 
serve’ would be higher and in the tight years lower, but 
would add an additional ‘‘cushion’’ before resort to the 
“Credit Authority” was necessary. Participation in the 
“Authority” might remain optional with the municipalities, 
but it would be desirable to bring all municipalities within 
its provisions within a stated number of years. When such 
a condition was reached, the municipalities might well 
provide the capital themselves, and emergency loans or 
payments would be in the nature of insurance claims. 


It is anticipated that the operation of the ‘Credit Au- 
thority” would be confined to current operations and to 
the purpose of applying cash basis budgeting over the 
business cycle—in other words, to emergency finance. It 
might, however, (particularly in the case of a private 
agency) be expanded to cover capital requirements as well. 
Its complete use in this respect would require a large capi- 
tal fund from which long-term loans could be made to 
local governments for capital improvements. Under state 
auspices this would, however, involve competition with 
private capital which would probably not be desirable. In 
the many instances where local government finances are 
in good order and where private capital is available under 
favorable terms, there seems little justification for super- 
imposing public credits for capital requirements. 

Without painting the picture with too fine a brush, it 
seems that a dual program of cash basis budgeting and a 
credit operation would represent a long step in developing 
a sound policy of public finance for local governments. It 
would help in overcoming five major problems generally 
associated with local finance: 

1) Local governments would be assured oi 
adequate funds at low rates, regardless of cyclical 
changes and local services would be supported 
during deflationary periods. 

2) Local tax rates would be protected against 
extreme fluctuations due to variations in collec- 
tion experience accompanying changes in business 
activity. 

3) Current accounts would remain liquid and 
solvent, thus maintaining the integrity and credit 
position of the municipalities, and permitting 
them to borrow for capital improvements at favor- 
able rates of interest. 

4) Surpluses (if provided for) realized during 
periods of prosperity would be conserved for use 





in offsetting depression deficits and provide pro- 
tection from the extravagances associated with 
periods of “easy money.” 

5) The resources of municipalities would be 
regularized over the business cycle and thus con- 
tribute to the elimination of extreme cyclical 
fluctuations in the economy.! 

ae og * 

Third: Provision for developing standards of 
sound fiscal conditions for municipalities. Appli- 
cation of sound budgeting devices can be sus- 
tained only when they are applied to financially 
sound governmental units operating at a service 
level consistent with the needs and capacities of 
the community. 

There has developed a new aspect of home rule. It 
stems from a desire on the part of the state to devise uni- 
form standards of service, to equalize fiscal capacities for 
the support of government, to protect the taxpayers from 
unsound fiscal practices, and to insulate a strong munici- 
pality from the misfortunes of its weaker neighbors. Its 
application raises the usual conflict between state and 
local interests, between rural and urban communities, and 
between large and small municipalities. The problem has 
two aspects: 

First: The treatment of ansound municipalities which, 
for one reason or another, have fallen into fiscal difficulties, 
and if allowed to continue, will not only impair their own 
solvency but will affect the credit of their more prudent 
neighbors. 

Second: The problem of the sound municipality, which, 
with a record of strong finance and efficient management, 
both expects and deserves the maximum freedom in local 
policy and action. 

The “new” home rule says in effect: The maximum 
amount of local self-government for every American com- 
munity; but 

Local self-government cannot exist unless it can be 
financed, and the state must underwrite the conditions 
which make local self-government possible. 

Unsound municipalities cannot be allowed to jeopardize 
or make more costly local self-government in sound munici- 
palities. 

Taxpayers and local officials alike, require protection 
from unsound fiscal practices; and in many small and 
moderate-sized municipalities, they are helpless without 
guidance in the implications of large fiscal commitments. 

Following a most unhappy experience with insolvent 
municipalities, the legislature of New Jersey established 
five tests to determine the unsound fiscal conditions. 

1) When a default exists in the payment of 
principle or interest upon its bonded debt. 

1 Acknowledgment is made to Norman §S. Taber and to Gilbert H. Clee 


of Norman Taber and Company, New York, for their forward thinking in 
this field and particularly for their guidance in the five-point summary above. 
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2) When payments by the municipality due 
ar wing state, county, school district or special 
dist: t are unpaid beyond the past two fiscal 
years. 

3) When a cash deficit of the two preceding 
years is in excess of 5 per cent of the amount of 
taxes levied upon real and personal property for 
all purposes. 


4) When’: than 50 per cent of the total 
amount of tax _—-vied for all purposes upon real 
and personal ¢ perty was collected during the 
year of levy. 


5) When floating debt exceeds 25 per cent of 
the total appropriation for operating purposes. 


When on the last day of the fiscal year, any of these 
conditions is found to exist, the amounts to be raised by 
eneral property taxation for municipal, school, and any 
other special district purposes may not exceed by more 
than 5 per cent such amounts, respectively, for the year 


next preceding; and all capital borrowing is prohibited 
until the unsound condition is removed. Debt service is 
excepted from the taxing restriction, and the State’s Local 
Government Board may authorize other exceptions; but, 
in such case, it is required to fix the total amount of all 
municipal appropriations as well as the specific items 
authorized. 


* * * 


These devices are not cure-alls. There is no substitute 
for prudent management and legal robots alone will not 
keep municipal finance on an even keel. They represent 
a trilogy of restraining influences and are designed to 
make it easier for right-minded local officials to do a 
sound job, and for local taxpayers to receive some as- 
surance that extreme tax demands will not fall upon them 
without due notice. The proposals should be considered 
as a whole—flexible credit for example should be accom- 
panied by sound restraints. But the time has come to reach 
beyond current operations into the stabilization of the long- 
time tax dollar. 
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